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STATEMENT

The Home Savings and Loan Association was a cor-

poration organized under the laws of Washington rela-

tive to building and loan associations. The pertinent

Washington statutes are as follows (references are to

Remington's Comp. Statutes 1922), unless specified



"Supplement," in which case the reference is to the

same, Supplement 1927)

:

Supplement (Laws 1925 et seq. Chapter 144), Sec.

3716 provides:

"Ten or more persons, citizens of the State of

Washington, may form a savings and loan asso-

ciation or savings and loan society, for the pur-

pose of accumulating savings and funds of its

members and lending its shareholders or others

the funds so accumulated, by making and ac-

knowledging in quadruplicate, and by filing as

hereinafter required, articles of incorporation.

* * * Said articles shall be filed, in the first in-

stance, in the office of the director of efficiency,

pending his approval thereof and of the by-laws

of said association, as hereinafter provided for."

Section 3717 provides:

"All by-laws shall be subject to the approval

of the state auditor (now director of efficiency)

before going into effect, and in case any provision

in such by-laws shall be contrary to the provisions

of this act or to the laws of this state, or be detri-

mental to the interests of the members of such

organization, or against public policy, he shall re-

quire the same to be stricken out."

Supplement Section 3718 provides:

"Whenever said articles of incorporation are in

due form and regularly executed, and the by-laws

have been duly approved, as above required, and



it shall be made to appear to the satisfaction of

the director of efficiency that at least $3000 have

been actually paid in in cash upon subscriptions

for shares, the director of efficiency thereupon

shall ascertain, from the best source of informa-

tion at his command and by such investigation as

he may deem necessary, etc."

Supplement Sec. 3719 provides

:

"No person shall be a director of an association

unless he shall have subscribed and paid in in cash

at least $200.00 on his stock subscription, and no

person shall be a director of an association whose

accumulated capital is $1,000,000.00 unless he

shall have subscribed and paid in in cash at least

$500.00 on his stock subscription, * * * and such

amount shall not be reduced either by withdrawal

or by pledge for a loan with the association, or in

any other manner, so long as he remains a direc-

tor of the association."

Supplement Sec. 3719 further provides:

"Any officer or director may be removed by the

director of efficiency for cause. Any officer or

director so removed by the director of efficiency,

and feeling himself aggrieved by such removal,

shall have the right of appeal from the order of

removal to the Superior Court of Thurston

County."

Sec. 3720 provides

:

"The membership of the association shall con-

sist of those persons holding shares therein."



Sec. 3721 provides

:

"The capital of every such association shall

consist of the accumulated payments made by its

members and dividends credited thereon, and

shall be represented by shares."

Sec. 3721 further provides:

^'Neither shall any shares be issv£d which shall

be exempt from bearing their pro rata portion of

lossy

Supplement Sec. 3722 provides:

^'Dividends shall be computed in the manner

determined by the board of directors, and shall

be distributed semiannually and paid on June 30

and December 31 of each year. Such dividends

shall be distHbuted ratably to all classes of shares,

and may be distributed for the proportionate

part of the dividend period that funds have been

in the association. * * * Dividends shall be

taken from the net earnings of the association."

Supplement Sec. 3723 provides:

'The directors in their discretion may also

loan upon or invest * * * in such classes of bonds

and warrants of the county, school districts and

other municipalities, as well as local improve-

ment districts in this state, as the director of

efficiency may from time to time approve."

Sec. 3724 provides:

"Every savings and loan association heretofore



or hereafter incorporated under the laws of this

state and governed by this act shall deposit and

keep with the state auditor (now director of

efficiency) or with a duly chartered trust com-

pany of this state, approved by the state auditor

(now director of efficiency), in trust for all its

members and creditors, all mortgages and notes

secured thereby, received by it in the usual course

of business. When deposited with a trust com-

pany, such company shall certify to the state

auditor (now director of efficiency) the possession

of such securities, and the same shall not be

surrendered without authority or sanction of the

state auditor (now director of efficiency)."

Supplement Sec. 3726 provides

:

''Any such association may acquire such real

estate or a leasehold interest therein as may be

necessary or convenient for a location for the

transaction of its business: Provided, further,

that no such association shall use more than ten

per cent, of its assets at any time in acquiring

real estate for its business location; provided,

further, that all real estate except that used for

its business location shall be sold by said associa-

tion within five years from and after the time

that title thereto is acquired * * *: Provided,

further that no exchange of real estate shall

ever be made by any such association unless

authorized by two-thirds of its directors and the

written approval of the director of efficiency."



Sec. 3727 provides:

''No savings and loan association shall carry

any demand, commercial or checking account,

and no such association shall receive any savings

account or any sum of money on deposit without

issuing shares of stock for the sameJ'

Supplement Sec. 3728 provides

:

''At each periodical distribution of profits,

unless such association already has issued paid

up reserve fund stock equal to five per cent, of the

amount credited to members, to which losses may
be chargeable, as provided in Sec. 3721 Reming-

ton's Compiled Statutes, the board of directors

shall reserve and carry to a contingent fund a

sum equal to at least five per cent, of the net

earnings during the period since the last previous

dividend was declared, until such contingent fund

shall be equal to at least five per cent, of the

amount credited to members."

Sec. 3729 provides

:

"Whenever the losses of an association exceed

the contingent fund or the reserve fund, if a

reserve fund has been issued as provided in Sec.

3721, they may be charged against the undivided

earnings, if any, and in the event that they also

exceed such undivided earnings, the state auditor

(now director of efficiency) may proceed to wind

up the affairs of such association as hereinafter

provided,*^



Sec. 3730 provides:

*'No such association shall pay or become liable

to pay, either directly or indirectly, in the course

of any calendar year, the salaries, commissions,

fees or other compensation to its officers, direc-

tors, auditor, attorneys, agents, clerks and all

other employees, and for rent, advertising and

all other operating expenses, sums of money the

aggregate of which shall exceed 2%% of the

average amount of assets of such association

during such year."

Sec. 3731 provides:

"Shares shall not be withdrawn until after a

lapse of three months from the time of issuance

of such shares and not then except at the option

of the association ; but shares may be withdrawn

at any time after one year from the time of issu-

ance. The withdrawing shareholder shall be

paid the amount of the withdrawal value of the

shares, as shown by the last prior distribution of

profits together with all the dues paid thereon

since such distribution. * * * Whenever an

application for withdrawal shall have been on

file or the payment of matured shares demanded

and either shall have remained unpaid for a

period of six months, all the receipts of the

association in any month from dues, loans repaid,

and the proceeds of all other investments, shall,

after the payment of expenses and general in-
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debtedness, be applied toward the payment of

withdrawals and matured stock; and the board

of directors, or the state auditor, in his discre-

tion, may direct that withdrawals be paid upon

a ratable and proportionate basis. * * * The

board of directors of any association may retire

all classes of free shares by enforcing withdrawals

of the same; Provided, that the by-laws shall

clearly state the manner in which such with-

drawals may be enforced; and Provided, also,

that the holders thereof shall be paid the full

value of the shares including, in such case, their

proportion of the contingent fund."

Sec. 3735 provides:

''Whenever it shall appear to the state auditor

(now director of efficiency) that the affairs of

any savings and loan association are in an un-

sound condition or that it is conducting its busi-

ness in an unsafe or unlaivful manner, the state

auditor may direct the inspector of savings and

loan associations to take possession of all books,

records and assets of every description of such as-

sociation and hold and retain the possession of

same pending the further proceedings herein spec-

ified. Should the board of directors, secretary or

person in charge of such association refuse to per-

mit the said inspector to take possession as afore-

said, the state auditor (now director of efficiency)

shall communicate such fact to the attorney



general, whereupon it shall become the duty

of the attorney general at once to institute such

proceedings as may be necessary to place such

inspector in immediate possession of the prop-

erty of such association.

"When the condition of such association has

been fully ascertained, and it shall appear that

the affairs of said association are in fact in an

unsound condition, the state auditor shall at

once notify in writing the board of directors of

such association of his decision, giving them

twenty days in which to restore the affairs of

such association to a sound condition. Mean-

while, the auditor shall remain in charge of the

books, records and assets of every description of

such association, attend or be represented at all

directors' and stockholders' meetings held, sug-

gest such steps as he may deem necessary to

restore such association to a sound condition;

and if same is not done within the twenty days

allowed by the statute he shall report the facts

to the attorney general and it shall thereupon

become the duty of the attorney general to insti-

tute proceedings in the superior court of the

proper county for the appointment of the state

auditor (now director of efficiency) as receiver

and for the dissolution of such association, or

such other proceedings as the occasion may re-

quire."



10

Sec. 3745 provides:

"The directors of the association shall call a

special meeting of its shareholders at the office

of the association at any time when requested

so to do by one-fourth of the qualified share-

holders. The request for a meeting shall be duly

signed by at least one-fourth of its qualified

shareholders and filed with the secretary of the

association and it shall thereupon become the

duty of the directors to call a meeting of the

shareholders within twenty days thereafter (L.

'19, p. 509, Sec. 20)."

Sec. 3746 provides:

'It shall be unlawful for any savings and loan

association doing business within the State of

Washington to employ any agents for the pur-

pose of soliciting the sale of stock in said com-

pany, unless he shall first be licensed by the state

auditor (now director of efficiency), and no

agent representing the State of Washington shall

solicit the sale of stock in such company unless

he shall first be licensed by the state auditor

(now director of efl^iciency)."

Supplement Sec. 37351,^ provides:

"The director of efficiency shall have the power

and it shall be his duty, through and by means

of the division of savings and loan which is

hereby created: to exercise all powers and per-

form all duties in relation to the organization,
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inspection, supervision and dissolution of sav-

ings and loan associations formerly vested in and

required to be performed by the state auditor or

the director of taxation and examination."

Sec. 3742 provides:

"Any savings and loan association incorporated

under the laws of the state of Washington may

dissolve itself voluntarily in the following man-

ner:

"A majority of the board of directors shall

publish a notice in some newspaper of general

circulation in the county wherein is the principal

place of business of the association, once a week

for eight consecutive weeks, calling a meeting of

the shareholders, to determine whether said sav-

ings and loan association shall voluntarily dis-

solve. If at such meeting two-thirds of the

shareholders then present and voting shall vote

to dissolve, and the state avditor (now director

of efficiency) shall approve such dissolution, the

officers of the association, under the direction

of the directors of the association, shall there-

upon proceed to liquidate the affairs of the associ-

ation, and reduce the assets thereof to cash, and

after paying all indebtedness and expenses, dis-

tribute the same among the shareholders in pro-

portion to the withdrawal value of the holdings

of each shareholder at the time of the passage

of the resolution to dissolve."
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In July, 1931, the State Director of Efficiency took

charge of this Association under Section 3735 (Tr. 5).

Six of the existing directors immediately resigned

on July 10, their resignations to take effect on Sep-

tember 7 (Tr. 7; Tr. 50; Ex. 1). The remaining

director, Pierce, was at that time in jail, and he

subsequently resigned on September 16 (Tr. 7). On

September 16 the men who had constituted the old

directorate, with the exception of Pierce, met together

with a group of persons who now claim to be acting

as directors. The minutes of the meeting (Tr. 40)

show that the old directors resigned one by one and

new parties were elected in their places. On October

13 the Attorney General of the state, acting in con-

formity with Section 3735, brought suit in the Su-

perior Court of the State of Washington for King

County alleging that the Association had been con-

ducting its business in an unsound and unsafe manner,

and sought the appointment of Harry C. Johnson,

the Director of Efficiency, as receiver of the Associa-

tion (Tr. 5, 6). He was appointed receiver on Novem-

ber 7. These alleged directors took an appeal there-

from on behalf of the Association, but the judgment

was affirmed by the Supreme Court of the State on

November 27, 1931. {In re Home Savings & Loan

Association, 65 Wash. Dec. No. 4, page 289. 5 Pac.

2nd 511.) On December 2 an order of dissolution was

entered by the State Court. The state of Washington,

through its Inspector of Savings and Loan, took pos-
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session of all the assets, books, and records of the As-

sociation on July 7, 1931 (Tr. 5, 6) and since John-

son's appointment as State Court receiver, Johnson,

as receiver, has been in possession thereof (Tr. 5, 6;

51; Ex 3). The alleged directors were removed Dec.

2, 1931 (Tr. 44, Ex M).

These alleged directors, being frustrated in their

efforts of control of the Association by the Supreme

Court of the State, filed the voluntary petition in

bankruptcy, purporting to act on behalf of the Associ-

ation.

Other facts relative to the status of the alleged

directors are set forth in our motion to dismiss, which

follows.

NOTICE OF HEARING APPELLEES' MOTION
TO DISMISS

You V/iLL Please Take Notice that the appellees

in the above entitled cause will bring up for hearing

at the time of the hearing in the above entitled cause,

February 10, 1932, the appellees' motion to dismiss

the appellant's appeal, a copy of which motion is

herewith served upon you, and which motion will

be incorporated in and made a part of appellees'

brief.

Robert P. Oldham,

David H. Jarvis,

Attorneys for Appdlees.

Office and P. 0. Address:

1408 Hoge Bldg., Seattle,
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King County, Washington.

Copy of the within notice received, together with

three copies of appellees' motion to dismiss and points

and authorities in support thereof, at Seattle, Wash-

ington, this 4th day of February, 1932.

Attorneys for Appellants.

Copy revd.

Riddell, Brackett & Fowler.

2-4-32 AMc.

MOTION TO DISMISS

Appellees respectfully move this court to dismiss

appellant's appeal on the following grounds:

(1) The record in this cause shows that the ap-

pellant, Home Savings and Loan Association had

been dissolved in the manner provided by the laws

of the state of Washington prior to the filing of the

voluntary petition in bankruptcy in the District

Court.

(2) The record in this case further shows that

the alleged directors of the Association, purporting

to act for it and authorizing the voluntary petition

in bankruptcy, were never qualified.

(3) The record in this case further shows that

prior to the rendition of the decree denying the

voluntary petition in the District Court, these alleged

directors had been removed from any claimed office

of the Association; and, accordingly, any appeal to

this court by the Association is unauthorized. The
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Washington statutes provide, Supplement Sec. 3719:

"No person shall be a director of an associa-

tion unless he shall have subscribed and paid

in, in cash, at least $200 on his stock subscrip-

tion, and no person shall be a director of an

association, whose accumulated capital is $1,000,-

000, unless he shall have subscribed and paid

in, in cash, at least $500 on his stock subscrip-

tion * * * and such amount shall not be

reduced either by withdrawal, or by pledge for

a loan with the association, or in any other man-

ner, so long as he remains director of the asso-

ciation. Any officer or director may be removed

by the Director of Efficiency for cause. Any

officer or director so removed by the Director

of Efficiency and feeling himself aggrieved by

such removal shall have a right to appeal from

the order of removal to the Superior Court of

Thurston County by filing written notice of ap-

peal with the Director of Efficiency, who shall,

upon the filing of such notice, certify to the

court the causes upon which the order of re-

moval was based and all records and files in

his office pertaining to the matter of removal.*********
"Each officer and director, when appointed

or elected, shall take an oath that
^
he will, so

far as the duty devolves upon him, diligently

and honestly administer the affairs of such asso-
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elation and will not knowingly violate the by-

laws or any of the provisions of law applicable

to such association."

The By-Laws of the Association, Article III, Sec.

1 (Tr. 41) read as follows:

"The shareholders of the association are those

in whose names shares of the capital stock of

the association may appear on the books of the

association.

"Sec. 3. At the regular annual meeting of

the shareholders there shall be elected a Board

of Directors, consisting of seven members of

the association, which board shall include a

President and a Secretary.

"Article III, Sec. 3. Regular meetings of the

Board of Directors shall be held, without notice,

at such times and places as the Board of Direc-

tors may from time to time determine at their

last preceding meeting. At such meetings any

and all business may be transacted and a ma-

jority of said board as elected and qualified

shall constitute a quorum to transact business,

and a majority of such board present at any

meeting shall govern the actions and be suffi-

cient to bind the association.

Rem. Sec. 3731 provides, among other things:

"Shares shall not be withdrawn until after

a lapse of three months from the time of issuance

of such shares and not then, except at the op-
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tion of the association; but shares may be with-

drawn at any time after one year from the

time of issuance. The withdrawing shareholder

shall be paid the amount of the withdrawal

value of the shares, as shown by the last prior

distribution of profits, together with all the dues

paid thereon since distribution, * * * No
officeVy director, attorney, clerk or agent of such

corporation and no person in any way inter-

ested or concerned in the management of its

affairs, shall discount or directly or indirectly

purchase a share of any such association whether

filed for withdrawal or not, except by payment

therefor of the withdrawal value of such share

as determined herein.'

'

Six of the old Board of Directors, which con-

sisted of seven members in accordance with Article

II, Sec. 3 of the By-Laws, resigned under date of

July 10, 1931, effective September 7, 1931 (Tr. 50).

The resignation of the other director, A. E. Pierce,

was accepted September 16, 1931. A meeting of

the Board was held September 16, 1931 (Tr. 38)

in spite of the fact that the resignation of the old

Board had been effective for over a week, and the

old Board at this meeting attempted to appoint a

Board of seven new directors.

For some time prior to this, since July 7 1931, as

shown by the transcript, all of the assets of the Asso-

ciation had been in the possession of the state of Wash-
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ington, in accordance with the notice from the Direc-

tor of Efficiency of the state of Washington set out in

the minutes of the Board (Tr. p. 32), and, as shown

by the transcript, have continued in the possession

of the Director of Efficiency ever since then and

neither the old nor the new Board exercised dominion

or control over the assets of the Association, pos-

session by the Director of Efficiency having been

taken in accordance with Rem. Comp. Stat. 3735.

The transcript shows that the new directors, Mrs.

Mendelhall and Messrs. Pettit, Lane, Beim, Rinehart,

Arnold and Whitham, on September 16 filed their

oaths of office (Tr. p. 40), which, in accordance with

Rem. Sup. Sec. 3719, supra, must contain a pro-

vision that such director shall not knowingly violate

the By-Laws of the Association.

Mr. Beim resigned as an alleged director October

31, 1931 (Tr. 37), leaving six alleged directors.

Upon the filing of the remittitur of the Supreme

Court of the State of Washington in the Superior

Court for King County, December 2, 1931, in the

proceedings brought by the Attorney General of

the State of Washington for the appointment of

a Receiver for the Association and for the dissolu-

tion of the Association, a decree was entered by

the Superior Court dissolving the Association (Tr.

51). On the same day, and subsequent to the

entry of this decree, a voluntary petition in bank-

ruptcy was filed in the name of the Home Savings
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and Loan Association in the District Court (Tr. p. 3),

verified by Frank Pettit, purporting to act as its Pres-

ident pursuant to an alleged resolution of the claimed

Board of Directors of the Association adopted at

a meeting held November 30, 1931. On December

2, 1931, the six remaining alleged directors of the

Association were all removed for cause by the Direc-

tor of Efficiency of the State of Washington. (Tr.

44, Bankrupt's Exhibit ^^M".)

The decree of the District Court denying the

voluntary petition was signed and entered December

8, 1931 (Tr. 17).

The stipulation relating to the qualification of

the claimed directors (Tr. 45) shows:

A. W. Rinehart: Amount of shares owned

$483.58, reduced by pledge for a loan with the

Association of $191.15, leaving Mr. Rinehart the

owner of only $292.43 in shares of the Association.

Assuming that the purported assignment of the ac-

count of Lois L. Rhodes in the amount of $29.43

might be added, Mr. Rinehart, at the time of and

at all times since his claimed election as director

of the Association, was without sufficient qualifying

shares.

J. J. Arnold: Mr. Arnold was a shareholder in

the amount of $41.64. According to the stipulation

appearing in the transcript, Mr. Arnold stated that

he and two other persons had a joint account in
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which Arnold had a personal interest to the extent

of $230 and no more, so that the total amount of

shares owned by Arnold only amounted to $271.64.

John W. Whitham claimed to be a shareholder

by reason of the fact that he was attorney for an

estate which owned stock of the Association in the

amount of $5,588.07. It was admitted that this

estate is in the process of administration and has

not been distributed. No order of the court had

been entered in the estate allowing Whitham an

attorney's fee. He states that it had been agreed

upon with the distributees of the estate but the

record fails to show the amount which had been

agreed upon, and the account at all times showed

the title to the shares in the name of the Krueger

Estate. Whitham held no personal shares.

ESTELLE G. Mendenhall claimed to be a stock-

holder by virtue of an assignment of stock in the

amount of $3,136.41 from W. V. Eddy, agent. F(yr

this assignment she paid nothing. She likewise has

in her possession stock standing in the name of

Myrtle Chapter No. 44 0. E. S. in the amount of

$500, on which she was not authorized to draw.

Mrs. Mendenhall held no personal shares.

Frank Pettit claimed to be a stockholder by

virtue of the assignment to him of an account of

Laundry Workers' Union, Local 24, in the sum of

$500, for which he paid nothing. The assignment

was never filed with the liquidator. Mr. Pettit was
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not authorized to draw on this account. Mr. Pettit

held no personal shares.

It was admitted that L. F. Lane held the neces-

sary shares for proper qualification.

0. N. Beim resigned his office as director on Oc-

tober 31 1931, prior to the passage of the alleged

resolution authorizing the filing of the voluntary

petition.

Neither Whitham, Mrs. Mendenhall, nor Pettit

were even shareholders of the Association as defined

by Article II, Sec. 1 supra. (Tr. p. 42.)

Neither Arnold nor Rinehart held sufficient shares

to comply with Supplement Sec. 3719 supra.

Therefore, none of the claimed directors, with the

exception of Mr. Lane, were qualified to transact any

business at a regular or special meeting of the

Board, as provided in Article III, Sec. 3, and Article

V, Sec. 2 of the By-Laws (Tr. 43), Section 3 speci-

fically providing that at meetings of the Board of

Directors a majority of the Board elected and

qwalifiecl shall constitute a quorum to transact busi-

ness. None of the alleged directors who claimed

to authorize the filing of the voluntary petition,

with the exception of Mr. Lane, were qualified in

accordance with the statute law of the state of

Washington, Sec. 3719, supra. All of the six alleged

remaining directors were removed for cause by the

Director of Efficiency, December 2, 1931, from any
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purported or claimed office they might hold with

the Association.

The record shows no appeal (Supplement Sec.

3719) to the Superior Court of Thurston County,

Washington.

Counsel for the appellant cited in their brief the

case of Rudebeck v. Sanderson, 227 Fed. 575, in

which case Judge Rudkin stated:

"The rule that the power to authorize the

filing of a petition in bankruptcy is vested in

the Board of Trustees or Directors, in the ab-

sence of statute or by-laws regulating the sub-

ject, is fully supported by the authorities."

In this case it was held that the right to

direct the filing of a petition in bankruptcy is limited

to the directors of a general corporation, in the ab-

sence of statutory regidationj and assuming, without

conceding, that this rule of law would apply to Wash-

ington savings and loan association (which question

will be discussed later in this brief) ; in In re Jeffer-

son Casket Company, 182 Fed. 689, in which the Dis-

trict Court of New York stated

:

"The important step of going into voluntary

bankruptcy, ceasing to perform the corporate

functions and surrendering all its property to

a trustee to be appointed by the court and
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creditors, same to be administered and distrib-

uted by the court, is one that can be author-

ized by the board of directors only; and the

president, under the statute quoted, can only

execute such a petition in the name of the cor-

poration on being authorized to do so by the

directors, managers or trustees.

"The execution and filing of such petition

is the institution of a proceeding in court for

the surrender by the corporation of all its prop-

erty, real and personal, and is entirely outside

the usual or ordinary course of business of

the corporation.****** * * *

''Going into bankruptcy is a specific act, re-

quiring specific action, and is not a general

duty of the president, or the business of the

corporation. It is a cessation and abandon-

ment of business and a surrender of its prop-

erty to a trustee to be appointed by its cred-

itors and approved by the court for the pay-

ment of such creditors according to law. This

is a power which resides in the directors."

and which, for the reason pointed out alter in our

brief, we believe to be likewise inapplicable to a Wash-

ington savings and olan association, then if the filing

of such petition can only be done pursuant to a reso-

lution of the Board of Directors, it is axiomatic and

necessarily follows that an appeal from an order deny-
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ing such voluntary petition can only be taken by the

corporation pursuant to the action of its directors.

It is our contention, fully supported by the record

and by the statutory law of the state of Washing-

ton, and by the decisions of the Supreme Court of

Washington, that a director who is not qualified

by reason of lack of stockholdings, or who owns

the necessary qualifying shares at the time of his

appointment or election and subsequently parts with

such qualifying shares, ipso facto ceases to be a di-

rector of the corporation.

The general corporation laws of this state pro-

vide, Rem. Sec. 3812:

"The corporate powers of a corporation shall

be exercised by a board of not less than two

trustees, ivho shall be stockholders in the com-

pany. * * *"

Our Supreme Court, in Ouidin & Bergman, etc.

V. Conlan, 34 Wash. 216; 75 Pac. 802, quoted with

approval the following from Clark & Marshall on

Private Corporations:

"According to the better opinion, when the

ownership of stock is necessary to qualify one

as a director, a person ceases to be a director

if he ceases to be a stockholder, without any

proceedings to remove him, although he may
have owned stock when elected."

And likewise quoted with approval from Thomp-

son on the Law of Corporations :
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"Where the statute requires that the mem-

bers of the board must be holders of at least

a given number of shares, a director who as-

signs all his shares to another ipso facto divests

himself of the title to the office."

In this case it was held that without any pro-

ceedings to remove the director he ceased to be a

director upon disposal of his shares in the com-

pany, and the appellant's appeal was dismissed upon

its being pointed out to the court that he had sold

all his stock in the corporation.

If, as counsel for the appellant contends, the six

persons claiming to act as directors of the Associa-

tion were de facto directors, they were all removed

as such from any claimed right or office in the Asso-

ciation on December 2, 1931. As such, their interest

in this controversy ceased, and none of them, certainly,

could appeal from the decree of the District Court

denying the petition in bankruptcy. The legal identity

of the Association was dissolved on December 2, 1931,

and it cannot appeal thereafter ; but further assuming

that in spite of the decree of dissolution the Associa-

tion had the right of appeal, if it is jurisdictional

in the filing of a voluntary decree in bankruptcy by

a corporation to have such action authorized by

the Board of Directors or governing body, it is cer-

tainly as essential to the jurisdiction of this court

to have an appeal from an order denying such a

petition authorized by the Board of Directors or
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governing body of such corporation. If such gov-

erning body or Board of Directors has not or can-

not direct such action as to them, the controversy

is moot, and this case comes squarely within the

rulings announced in the two following cases:

First National Bank v. Crissinger, 279 Fed. 818

(C. C. A. 4th), where directors of a national bank,

for which the Comptroller of the Currency had ap-

pointed a receiver, appealed from the decree appoint-

ing the receiver and prior to the hearing of the

appeal in the Circuit Court the Receiver surrendered

the assets of the bank and the directors disposed of

their stock in the bank. In dismissing the appeal

the court said:

''The appellants seeking to prosecute this ap-

peal have no manner of interest in the sub-

ject matter of the litigation, having sold and

parted with their holdings in the bank pendente

lite. 4 Corp. Jur. 578, and cases cited. They

cannot and should not be heard to dictate and

control litigation in which others alone are in-

terested."

Hamilton Trust Cor)ipany v. Cornucopia, etc., 223

Fed. 494 (C. C. A. 9th). In this case this court,

in dismissing an appeal, stated:

"It is a fundamental rule of appellate juris-

diction that every person desiring to appeal

from a decree must be interested in the subject

matter of the litigation and the interest must
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be immediate and pecuniary and not a remote

consequence of the judgment. The interest must

be substantial and a merely nominal party to

an action cannot appeal. The interest must also

be subsisting, for although a party may have

an appealable interest at the commencement of

the suit, if that interest has terminated before

the entry of the judgment or decree sought to

he appealed from, he cannot appeal.

For the reasons stated, we respectfully submit

this appeal shauld be dismissed.

ARGUMENT ON THE MERITS

When the Question of Jurisdiction Is Called to

THE Court's Attention, the Court Will In-

quire Into This Question and Determine the

Same as a Matter of Fact Before Proceeding

TO Any Stage in the Bankruptcy Proceedings.

In Re Vassar Foundry Co., 293 Fed. 248, the Dis-

trict Court said:
•

"Nor do I know of any decision holding credi-

tors of an alleged bankrupt cannot seek a dis-

missal of bankruptcy proceedings in a court

which was without jurisdiction over such pro-

ceedings. On the contrary, it has been more

than once held that creditors have a right to

object on jurisdictional grounds to an adjudica-

tion in bankruptcy. (Citing authority.) Fur-
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thermore, if petitioners have called the attention

of the court to a jurisdictional defect which

makes this adjudication a nullity, the court will

be bound to consider it even if such petitioners

were not strictly entitled as a matter of fact to

claim the right, as the court is bound to protect

its jurisdiction even on its own motion. In Re

New York Tunnel Co., 166 Fed. 284 (C. C. A.

2) ; Finn v. Carolina-Portland Cement Co., 232

Fed. 815 (C. C. A. 5) ; /^ Re Garneau, 201 Fed.

316 {C. C. A. 2) ; In Re Hardagine-McKittrick

Dry Goods Co., 239 Fed. 155.

''Even if, however, the adjudication could not

be set aside at the instance of creditors that

would not affect the present petition to dismiss,

as stockholders of the bankrupt corporation have

joined as petitioners in such petition."

The Vassar case was affirmed, 2 Fed. (2) 240

(C. C. A. 6).

See also

In Re Community Book Co., 10 Fed. (2) 616;

Finn v. Carolina-Portland Cement Co., 232

Fed. 815 (C. C. A. 5)

;

In Re Waxelbaum, 98 Fed. 589 (D. C. N. Y)

;

In Re New York Tunnel Co., 166 Fed. 284

(C. C. A. 2).
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The State Court, Having Taken Possession of

All the Assets and Property of the Associa-

tion AT THE Time of the Filing of the Volun-

tary Petition in Bankruptcy and There Be-

ing No Showing of Insolvency at the Time

That the State Court Took Possession, the

Federal Court Has No Jurisdiction in Bank-

ruptcy. It is Not All Laws of a State Which
Are Superseded by the Federal Bankruptcy

Act. That Act Supersedes and Suspends Only

State Insolvency or Bankruptcy Laws.

Story on the Constitution, Fifth Edition, Section

1106, says:

"Before the adoption of the Constitution, the

States severally possessed the exclusive right,

as matter belonging to their general sovereignty,

to pass laws upon the subject of bankruptcy and

insolvency. Without stopping at present to con-

sider what is the precise meaning of each of

these terms, as contradistinguished from the

other, it may be stated, that the general objects

of all bankrupt and insolvent laws is, on the

one hand, to secure to creditors an appropriation

of the property of their debtors pro tanto to the

discharge of their debts, whenever the latter are

unable to discharge the whole amount; and, on

the other hand, to relieve unfortunate and honest

debtors from perpetual bondage to their credi-

tors, either in the shape of unlimited imprison-
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ment to coerce payment of their debts, or of an

absolute right to appropriate and monopolize all

their future earnings."

Section 1111, says:

"What laws are to be deemed bankrupt laws

within the meaning of the Constitution has been

a matter of much forensic discussion and argu-

ment. Attempts have been made to distinguish

between bankrupt laws and insolvent laws. For

example, it has been said that laws which merely

liberate the person of the debtor are insolvent

laws, and those which discharge the contract are

bankrupt laws. But it would be very difficult

to sustain this distinction by any uniformity of

laws at home or abroad. In some of the states,

laws, known as insolvent laws, discharge the

person only; in others, they discharge the con-

tract. And if Congress were to pass an bankrupt

act, which should discharge the person only of

the bankrupt, and leave his future acquisitions

liable to his creditors, there would be great diffi-

culty in saying that such an act was not in the

sense of the Constitution a bankrupt act, and

so within the power of Congress. Again, it has

been said that insolvent laws act on imprisoned

debtors only at their own instance, and bank-

rupt laws only at the instance of creditors. But,

however true this may have been in past times,

as the actual course of English legislation, it is
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not true, and never was true, as a distinction in

colonial legislation. * * * But insolvent laws,

quite coextensive with the English bankrupt sys-

tem in their operations and objects, have not

been unfrequent in colonial and State legislation.

No distinction was ever practically, or even

theoretically attempted to be made between bank-

ruptcies and insolvencies. And a historical re-

view of the colonial and State legislation will

abundantly show that a bankrupt law may con-

tain those regulations which are generally found
in insolvent laws, and that an insolvent law may
contain those which are common to bankrupt
laws."

Section 1114, says:

"How far the power of Congress to pass uni-

form laws on the subject of bankruptcies super-

sedes the authority of State legislation on the

same subject, has been a matter of much elabo-

rate forensic discussion. It has been strenu-

ously maintained by some learned minds that

the power in Congress is exclusive of that of

the States ; and, whether exerted or not, it super-

sedes State legislation. On the other hand, it

has been maintained that the power of Congress

is not exclusive; that when Congress has acted

upon the subject, to the extent of the national

legislation, the power of the States is controlled

and limited; but when unexerted, the States are
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at liberty to exercise the power in its full extent,

unless so far as they are controlled by other

constitutional provisions. And this latter opin-

ion is now firmly established by judicial de-

cisions. * * * "

In Sturges v. Crowninshield, 4 Wheat. (17 U. S.)

122, 195, Chief Justice Marshall said:

"The difficulty of discriminating with any

accuracy between insolvent and bankrupt laws,

would lead to the opinion, that a bankrupt law

may contain those regulations which are gen-

erally found in insolvent laws, and that an

insolvent law may contain those which are com-

mon to a bankrupt law."

The question then is whether or not the state law

relating to the state receiverships of savings and loan

associations is an insolvency or bankruptcy law in

conflict with the Federal Bankruptcy Act.

It will be observed that receivership proceedings in

the state ^ourt are the result of the Association's un-

safe and unsound condition (Tr. 6, 14). The record

shows that these were the grounds for the appointment

of the receiver, and not insolvency of the Association.

Many conditions may have existed for the appoint-

ment of the receiver on statutory ground, none of

which involved a question of insolvency. The Director

of Efficiency may have determined that the Associa-

tion had violated Sec. 3719, in that its directors were

not qualified according to law. It may have violated
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Sec. 3732 in the character of loans it was making,

or the borrowing of money. It may have violated

Sec. 3726 in its investment in real estate, or in the

holding of real estate for a period beyond that al-

lowed by law. It may have been violating Sec. 3727

in allowing commercial or checking accounts, or in

not issuing shares of stock as therein provided. It

may have violated Sec. 3726 in failing to carry the

contingent fund required. It may have been ex-

travagant in its expenses, and operating unlawfully

in violation of Sec. 3730. An investigation may have

disclosed that instead of paying the withdrawal value

of shares in conformity with Sec. 3731, the Associa-

tion was in fact paying the par value. It may have

violated Sec. 3746 in employing agents for the sale

of stock without proper license.

If the Association had been violating any or all

of the foregoing, who would gainsay that it was

doing business in an unsafe, unsound and unlawful

manner? It was violating the very order of its

creation and the laws under which it was operating,

not one of which mentions insolvency ; and the fact

that insolvency is not mentioned would preclude the

appointment of a receiver on that ground.

In Continental Building & Loan Association v. Su-

perior Court, 163 Cal. 579, 126 Pac. 476, Judge

Henshaw had occasion to decide whether or not the

California law relative to such associations was a

bankruptcy or insolvency law. He said:
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'*It is unquestioned that when the general

government has spoken upon the subject of

bankruptcy the operation of all state laws upon

the same subject matter is suspended. The

ultimate question, then, is whether, under these

concessions and admissions, there is still left in

the state law any valid provisions entirely with-

out the scope of the national bankruptcy act,

which provisions may be enforced by the state

courts, or whether, as petitioner earnestly con-

tends, the state law is as a whole, and without

severable or separable parts, a single bankruptcy

or insolvency act. * * *

"Bankruptcy proceedings are primarily de-

signed for the protection of the creditors, and

have for their principal object the payment of

the debts of the bankrupt, and to this end the

distribution of his assets ratably amongst his

creditors under equitable principles. Secondar-

ily, though not necessarily, such acts usually con-

template the relief and discharge of the debtor

upon full disclosure of his property and compli-

ance with the law.

*7t does not at all follow that the state, for

good reasons of its own, mxiy not prevent a per-

son or corporation from conducting business, and

in so preventing it take control of its affairs,

terminate its business, and pay its creditors for

acts entirely foreign to and absolutely without
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the contemplation of bankruptcy. And if the

state does this thing for acts not within the

contemplation of the bankruptcy law, it is futile

to argue that, because the procedure which it

adopts for the payment of creditors is similar

to or identical with the procedure adopted in

case of bankruptcy, therefore the proceedings

are in bankruptcy. To illustrate : It is compe-

tent for the state to declare that if a corporation

shall lend any money to one of its directors its

charter shall be forfeited, its business cease, its

affairs be wound up by the state courts, and its

creditors paid, and that the provisions of the

law and the machinery applicable to proceedings

in bankruptcy shall, one and all, be applied in

such a case. This does not make the proceeding

one in bankruptcy. Indeed, the corporation may

be concededly solvent, prosperous, and in all

respects conducting a safe and conservative busi-

ness ; but it has violated the law, and as a conse-

quence of its violation has forfeited its right to

do business. Having forfeited this right, it be-

comes necessary that its business affairs should

be wound up and its creditors paid. And cer-

tainly the state has the right to direct the method

or methods by which this shall be done. If

further elucidation of this proposition, which

seems so plain, be considered necessary, it will

be found in the answer to this question: Could

a corporation be decreed a bankrupt in the bank-
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ruptcy comets of the United States under a state

law which declared its charter could be forfeited,

its business cease, and its affairs be wound up

if it lent money to its directors? There can be

but one answer to this question. The federal

statute does not contemplate that a bankruptcy

can arise by any such act.

"And here, as in the instance above cited, a

corporation may subject itself to state interven-

tion and control for one or another of these vio-

lations, which may have nothing to do with and

no bearing whatsoever upon the question of its

bankruptcy or insolvency. All this is made plain

by Section 9 of the Act, the opening paragraph

of which is the following:

"'If the commissioner, as the result of any

examination, or from any report made to him or

to the shareholders, shall find that any associa-

tion, corporation or society licensed by him is

violating the provisions of its charter, or of the

laws of this state provided for its government,

or is conducting its business in an unsafe or

unauthorized manner, he may, by an order ad-

dressed to the association, corporation or society

so offending, direct a discontinuance of such

violations or unsafe practices and a conformity

with all the requirements of law; and if such

association, corporation or society shall refuse

or neglect to comply with such order ivithin the
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time specified therein; or if it shall appear to

the commissioner tJmt any such association, cor-

poration or society is in an unsafe condition, or

is conducting its business in an unsafe manner,

such as to render its further proceeding hazard-

ous to the public or to those having funds in its

custody; or if he shall find that its assets are

impaired to such an extent that, after providing

for all liabilities other than to shareholders,

members and investors, they do not exceed in

volume the dues or principal payments paid in

by the shareholders, members and investors and

credited to or on account of all classes of stock,

shares, or certificates of investment, issued and

outstanding, he shall, in order to prevent ivaste

and diversion of assets, assume and take charge

of the affairs and business of such association,

corporation or society and possession and control

of all its property and assets, and retain such

possession pending action by the proper court.

Upon taking such action he may, under his hand

and official seal, appoint a custodian, require

from him a good and sufficient bond, and place

him in charge as his representative. He shall

immediately notify the Attorney General of his

action and of all the necessary facts in connec-

tion thereivith; and thereupon it shall become

the duty of the Attorney General to at once

apply to the superior court of the county in which

such association, corporation or society has its
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principal place of business, for an order citing

such association, corporation or society to show

cause, if any it may have, within not exceeeding

ten days, why the action of the commissioner

should not be approved and confirmed by the

court and made permanent. Such court may in

such application, and after a full hearing, ap-

prove or disapprove of the action of the com-

missioner. // the court shall approve arid con-

firm the action of the commissioner, such ap-

proval and confirmation shall operate as a perma-

nent injunction against the further prosecution

of business by such association, corporation or

society, and the commissioner shall proceed irrv-

mediately to liquidxite the business and affairs

thereof, and so continue until such liquidation

has been completed. If the action of the com-

missioner shall be disapproved by the court, the

commissioner shall cause all reasonable expenses

incurred by him during his occupancy or posses-

sion, including not exceeding eight dollars per

diem, for each business day, as the compensation

of the custodian, to be paid from the funds of

such association, corporation or society, and

immediately restore the balance of the property

and assets thereof to the possession of the proper

officers.'
"

The California court concluded that if the appoint-

ment of the custodian of the association and the



39

action of the commissioner in relation to the associa-

tion was had under this Section 9 of the California

Act, it would in no way conflict with the national

bankruptcy act ; and that the power of the state court

to proceed in conformity with the state law could not

be questioned.

Judge Henshaw concluded as follows:

*'Petitioner's position, however, is that it is

not insolvent; that it has done nothing in viola-

tion of the national bankruptcy act, but that,

nevertheless, it is entitled to appeal to that act

and its exclusive jurisdiction to protect it against

these proceedings in the state court. With this

position we cannot agree.''

No attempt was made to show that the Association

was insolvent, either as defined by the national bank-

ruptcy act, i. e. : Excess of liabilities over assets at

a fair valuation; or within the purview of the state

law, inability to pay debts in the ordinary course.

It had total resources of $4,000,000. It had cash

on hand $18,000; bonds and warrants, $169,000. It

owed $14,000. It had only a few days previously

paid in cash an obligation that it owed of $152,000.00

(Tr. 48-49). The only possible method by which it

could be said that the Association was insolvent would

be on the basis that the shareholders in the Associa-

tion were creditors. No showing was made of any

debts which were past due and were not being paid

in the ordinary course of business. As to Mr. Rid-
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dell's $5000, which he claims the Association owed

him by reason of resolution of the present board, no

showing was made by him that he had ever even

notified the receiver that such a resolution had been

passed, and he had never made any demand for its

payment.

Judge Neterer summed up the question of solvency

or insolvency from the facts presented very clearly

as follows (Tr. 27-28)

:

"It is obvious in this case that the obligations

of the association on provable claims are only

$15,443.57, $2,000 borrowed money, $3,743.57

accounts payable, borrowed money, $9,700.00,

a total of $15,443.57. To pay these claims aside

from capital stock, evidenced by the payment

upon shares issued, they have cash in hand and

in banks of $18,510.41; undivided profits, $14,-

613.85; deferred profits, $17,554.39; making a

total of assets directly applicable, $50,678.65, or

a surplus on payment of all of the provable

claims against it of $35,231.08."

The State Court having, in the lawful exercise of

its jurisdiction, taken possession of the property of

the Association, and the state law being not in con-

flict with and therefore not superseded by the Federal

Bankruptcy Act, the Federal Court will not take

jurisdiction of the petition for adjudication.

Stellwagen, Trustee v. Clum, 245 U. S. 605;

62 L. Ed. 507;
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In Re Standard Cordage Co., 184 Fed. 156

(D. C. N. Y.);

Zietinger v. Hargadine-McKittrick Dry Goods

Co., 244 Fed. 719 (C. C. A. 8th). Writ of

certiorari denied 245 U. S. 667; 62 L. Ed.

538;

Bank of Andrews v. Gudger, 212 Fed 49 (C.

C. A. 4th).

On the voluntary petition in bankruptcy of a cor-

poration it must show that it owes debts which it is

unable to pay in full.

General Order XXXVIII;

Official Forms No. 1.

These rules and forms have the force and effect of

law.

In Re Gerber, 186 Fed. 693 (C. C. A. 9th).

The Claimed Directors Were Neither De Jure

Nor De Facto Directors and Were Not Quali-

fied TO Authorize the Filing of the Voluntary

Petition in Bankruptcy.

Aside from their lack of stock qualifications to be

directors, the present alleged board of the Association

lays title to that office in a peculiar manner, and by

virtue of the minutes of a meeting held on September

16 (Tr. 40). This meeting purports to have been

held by twelve people, the first six of whom consti-

tuted six of the seven of the old board ; but it will be

remembered that these six had sent in their resigna-
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tions on July 10 to be effective September 7 (Tr. 7),

and the seventh director resigned on September 16.

On September 15, the record discloses, a meeting

of the six resigned directors (Tr. 38), but there is

no showing that this meeting was held in accordance

with the by-laws, and it was not an adjourned meet-

ing. The meeting of September 15 adjourned to the

one of the 16th, which meeting, therefore, was not

legally called nor held in accordance with the by-laws

of the company and was in fact a meeting of no legal-

ly constituted hoard at all. Now, the present six

alleged directors purport to have received their

authority to act by virtue of this meeting of Septem-

ber 16, at which it is claimed six of the old directors

resigned and in turn elected the new ones. These

proceedings and alleged meeting of the board was

wholly illegal and void and failed to comply with

the requirements of the by-laws of the Association

(Tr. 41, 44).

The Washington statutes and the by-laws of the

Association relating to the appointment and qualifi-

cation of its directors have been set out fully in our

motion to dismiss supra, together with the facts as

shown by the transcript in connection with the claimed

election and qualification of the directors who as-

sumed to act for the corporation in authorizing the

filing of the voluntary petition.

At the risk of repetition we wish to call the atten-

tion of this court to Rem. Sup. Sec. 3719, prescribing

the qualifications of the directors, and to the perti-
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nent by-laws of the Association on pages 42 and 43

of the transcript. It is noticeable that Article III,

Sec. 3, prescribes that:

"At meetings of the Board any and all busi-

ness may be transacted and a majority of said

Board as elected and qualified shall constitute a

quorum to transact business and a majority of

such Board present at any meeting shall govern

the actions and be sufficient to bind the Associa-

tion."

The by-laws provide that the Board shall consist

of seven directors. None of the six remaining direc-

tors, after the resignation of Mr. Beim, and with

the exception of Mr. Lane, held sufficient qualifying

shares.

It is admitted in appellant's brief (p. 15) that Mr.

Whitham and Mr. Rinehart did not have sufficient

qualifying shares. It is apparent that Mr. Arnold

did not, the total value of his shares being only

$271.64 (To. 45, 46). Mrs. Mendenhall held no per-

sonal shares, she claiming to be a stockholder and a

director by virtue of an assignment of stock from W.

V. Eddy, agent, Tr. 46, for which she paid nothing,

contrary to Rem. Sec. 3731 supra, which provides

that:

"No person in any way interested or con-

cerned in the management of its affairs shall

discount or directly or indirectly purchase a

share of any such association, whether filed for
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withdrawal or not, except by payment therefor

of the ivithdrawal value of such share as de-

termined herein."

Mr. Pettit is in the same position as Mrs. Menden-

hall, except that his assignment was never filed with

the liquidator. He was not even authorized to draw

on the account of Laundry Workers' Union, Local 24,

in the sum of $500. He held no personal shares.

Article H, Sec. 1 (Tr. 42) of the by-laws prescribes

that:

''The shareholders are those in whose names

shares of the capital stock of the Association may
appear on the books of the Association."

It is noticeable that all of these claimed directors

held a very minor interest in the assets of the As-

sociation.

It is also noticeable that in spite of the fact that

it was claimed Mr. Pettit was elected President of

the corporation, he at no time was even a stockholder

in accordance with the Washington statutes and the

By-Laws of the Association, and that Article II, Sec-

tion 3 of the By-Laws (Tr. 43), prescribed that:

"The President shall be a member of the Board

of Directors."

If he was not qualified as a director, he certainly

was not qualified as President of the Association and

had no right nor authority to execute the voluntary

petition.
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The assets and affairs of the Association were

taken over by the Director of Efficiency of the State

of Washington prior to the meeting at which the

present claimed directors were elected (Tr. 32). The

record shows that at no time were these assets under

their control and they exercised no dominion over

them.

The transcript further shows that the previous

Board of Directors resigned, effective September 7,

1931 (Tr. 50). A meeting to elect their successors was

not held until September 16, 1931, at which time the

old Board attempted to appoint the present claimed

directors, although the old Board was out of office

at that time and was exercising no control over the

affairs or assets of the Association (Tr. 38-40).

The General Corporation Laws of this state, Rem.

Sec. 3812, provide:

"The corporate powers of a corporation shall

be exercised by a Board of not less than two

trustees, who shall be stockholders of the com-

pany."

Our Supreme Court, in Ouedin & Bergman^ etc. v.

Conlan, 34 Wash. 216, 75 Pac. 802, held that a di-

rector of a corporation who ceases to be a stockholder

ipso facto ceases to be a director, quoting with ap-

proval from Thompson on the Law of Corporations:

"Where the statute requires that the members
of the board must be holders of at least a given

number of shares, a director who assigns all his
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shares to another, ipso facto divests himself of

the title to his office."

The Washington statute for general corporations

provides simply that the directors must be stockhold-

ers. The statute relating to building and loan associ-

ations is much more emphatic, stating that no person

shall be a director unless he shall have subscribed and

paid in at elast $500 on his stock subscription and

this shall not be reduced in any manner so long as

he remains a director of the association. Rem. Sup.

3719.

If under the General Corporation Law a legally

appointed or elected director ceases to be such ipso

facto when he parts with his stock in the corporation

;

or cannot qualify, if he is elected to that office, until

he becomes a stockholder, a director in a building

and loan association, under the Washington law,

would likewise cease to be a director upon the amount

of his paid subscription to stock being reduced below

the sum of $500.00 and could not even be a de facto

director if at the time of his election he has less than

$500 in stock.

The appellees in this case are all substantial stock-

holders of the Home Savings & Loan Association.

The controversy in this cause is directly between these

stockholders and the former Association and its di-

rectors. The attack on the qualification of the direc-

tors in this matter was raised by the answer of the

appellee stockholders in which the qualifications of
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the directors was made one of the primary issues.

While it may be true that the qualification of a di-

rector cannot be attacked by a third person or

stranger to the corporation, as was done in Baggot v.

Turner, 21 Wash. 339, 58 Pac. 212, in that case it

was also held that the qualification of the directors

could he attacked by stockholders of the corporation.

Counsel, in their brief, also cited Young v. Schenk,

64 Wash. 90, 116 Pac. 588. In that case it was held

that the title of de facto directors to their office could

be impeached by a person having an interest in calling

it into question. If, however, under the laws of the

state of Washington it is a condition precedent to the

qualification of a director that he must own stock in

the corporation, or shares in the case of a building and

loan association, of a certain value, unimpaired by

loans, before he could qualify, such ownership is a

condition precedent to the right to occupy the office

of director and a person claiming to act as director

without the necessary qualifying shares to comply

with such condition precedent is not a de facto director

because he would be claiming to occupy his office with-

out any more claim or right to the position than a

trespasser or usurper.

Counsel also cite 14 a C. J. 78. In this work, on

page 79, it is stated:

"Ordinarily these rules are applicable only

where the rights and interest of third persons

are involved and are not applicable in contests
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between rival boards of directors or sets of offi-

cers, nor in contests between the corporation or

the directors and the stockholders, unless the

latter are precluded by acquiescence from dis-

puting the authority of the officers in question."

In Richards v. Attleborough National Bank

(Mass.), 19 N. E. 353, the Supreme Court of Massa-

chusetts stated:

"We shall not have occasion to discuss these,

because in our view three of the persons who

constituted a majority of the new board, and

without whom it could have no legal existence,

were not eligible (not being stockholders) as

directors and were not made so by the attempted

transfer of stock to them. Every director must

oimi at least ten shares of stock in his own right

in the association in which he is a director. If

he ceases to own them he becomes disqualified

and his place is to become vacated. Rev. St.

U. S., Sec. 5146.

"This qualification is not dispensed with when

the franchise is extended merely to close the

affairs of the bank. If the stocks cease to be

negotiable as such when the bank had no further

right to do the business for which it was organ-

ized and if a stockholder could no longer make

another a member of the corporation, relieving

himself from his responsibilities as such and im-

posing these upon another, as well as giving to
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another the full rights of a stockholder, it would

follow that while stockholders might continue to

choose directors, the right to vote and the choice

would necessarily be limited to those who were

stockholders at the time when the liquidation

commenced. * * '^ As the right to elect direc-

tors was, in our view, confined to those who were

stockholders when the liquidation commenced,

and as only such could be elected, it follows that

there was no valid election of a new board of

directors (three of these chosen being ineligible

and therefore no valid revocation of the submis-

sion to arbitration of the plaintiff's claim."

In Moses v. Tompkins (Ala.) 4 So. 763, probably

one of the leading cases on the question, the alleged

directors of a company were enjoined from selling

stock for nonpayment of assessments and calls thereon

and from making other calls; and the court held that

the validity of their election would be examined into

as collateral for the relief sought. The Alabam'a

Supreme Court further held that under the Alabama

statutes providing that a majority of the directors

of a street railway company shall form a board and

may fill vacancies therein, where five of the seven

directors designated by the articles of incorporation

became disqualified to serve as such, the two remain-

ing directors could not fill the five vacancies thereby

occasioned ; and further held that the directors chosen

by the two remaining directors could not be regarded
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as directors de facto so that their acts could not be

collaterally questioned, as this rule is only for the pro-

tection of third persons dealing with a corporation

and not applicable as between the directors and stock-

holders. As to such directors as are usurpers, the

validity of their election and acts may be questioned.

In Waterinan v. Chicago & I. R. Co. (III.) 29 N. E.

689, the plaintiff, claiming to have been elected presi-

dent of the defendant railroad company, brought suit

to recover salary. The defendant answered, claim-

ing that the board of directors appointing him as such

president was not qualified because it was elected at

a time and place other than that fixed by the by-laws,

without notice or the presence of a minority of the

de jure directors, and was luithout possession of the

records, papers or seal of the corporation and whose

right of office had been distributed and against whom
litigation existed to oust them from office. It was

held in this case that the appointee president was

neither a de jure nor a de facto officer.

In Stratton, etc. Co. v. Davis (Mass.) Ill N. E.

375, that court stated

:

"But as between the corporation and the stock-

holders in matters pertaining to the internal

management of the company, and where all the

parties interested know that the persons pre-

tending to be officers are not officers de jure, the

reason for validating their unlawful acts fails

and oftimes the law no longer protects them.
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This is illustrated by the decision of the courts

of many jurisdictions that a call made by de facto

directors is not enforcible against the shareholder

and a fortiori that a declaration by them of a

forfeiture of shares is invalid.'*

In re Campbell County Hardware Co., 15 Fed. 2d,

78, the District Court of Tennessee, in vacating a

voluntary adjudication in bankruptcy by a corpora-

tion and dismissing the voluntary petiton, stated:

"I am constrained to hold that Archer, Baird,

Gamble, Sharpe and Shown were not directors

by virtue of any election on August 9, but it is

proper to say that Archer and Shown were direc-

tors by reason of their election on January 12,

1924. The alleged bankrupt insists that the

validity of this election of directors cannot be

attacked by Queen er because he was present and

participated in their action. This position is

not mantainable because it must be remembered

that Queener, the receiver, is making the attack

as an officer of the state court and not Queener

as a stockholder. Nor can I agree with the in-

sistence that Queener's intervening petition as

receiver is a collateral attack upon the adjudi-

cation. The filing of such a petition is author-

ized in the case of Associated Oil Company, 271

F. 788, and in Zeitinger v. Dry Goods Company,

244 F. 720. It is also authorized by the act itself

in Chapter II, Sec. 2, paragraph 6. From the
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very nature of bankruptcy proceedings such in-

tervening petitions are necessarily proper be-

cause a court of bankruptcy is a court of equity

seeking to administer the law according to the

spirit and not merely by its letter. In re Kane^

127 F. 552. I am also following my own action,

taken after much study, in In re Drake^ 16 F.

2d, 142, recently before this court.

''With reference to the suggestion that Archer,

Baird, Gamble and others were at least de facto

directors, it may be observed that if there is in

law any such thing as a de facto officer, with

reference to any other than a public office, the

situation here has no element reflecting the idea

that these gentlemen must be regarded as de

facto directors. As before stated, the record

shows that there was already in existence a

legally constituted board of directors which had

functioned, according to the minutes, at least

until March 24, 1924, and which, in pursuance

of a stockholders' meeting of April 2, 1924,

directing a voluntary receiver, had placed the

affairs of the company in the hands of the state

court and of the receiver, whose term of office

had not expired and would not expire until next

January. To constitute a de facto board of

directors, it must in fact be in charge of the

affairs of the company and must in fact be

recognized as such and as performing the legiti-

mate functions and duties of a board of directors,
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and then it is only recognized as a de facto board

as a matter of policy. The result I have reached

is that the legally elected and constituted board

of directors, having, in accordance with the direc-

tions of the stockholders, chosen to wind up the

affairs of this concern in the state court, Messrs.

Archer, Baird and others claiming to be directors

under the purported election of Saturday, Au-
gust 9, 1924, which election I consider as void

because in violation of the by-laws, which by-

laws must be regarded as in the nature of a con-

tract between the stockholders, directors and the

corporation (Honea v. American Consul, 201 S.

W. 127) and no authority was ever vested in

this alleged board of directors to commence a

voluntary bankruptcy proceeding in this court

and that therefore the intervening petition of

Queener, receiver, must be sustained,

"The adjudication heretofore made will there-

fore be vacated and the voluntary bankrupUy
petition will be dismissed at the cost of the direc-

tors Archer, Baird, Gamble and others.'"

In In re Community Book Company, Inc., 10 Fed.

2d 616 (D. C. Minn.) Judge Sanborn stated:

"An officer of a corporation cannot admit in-

ability to pay debts and signify the willingness

of the corporation to be adjudged bankrupt un^

less authorized by a resolution passed at a meet-
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ing of the stockholders or directors. Collier on

Bankruptcy, 13 Ed. Vol. 1, page 180. In re Bur-

bank (D. C.) 168 Fed. 719. An officer cannot

file a petition for the voluntary bankruptcy of a

corporation unless authorized by the board of

directors. Collier on Bankruptcy, 13th Ed. Vol.

1, page 200. Schaefer v. Scott, 57 N. Y. S. 1035.

In re Jefferson Casket Company, 182 F. 681.

Regal Cleaners & Dyers v. Marlis, 274 F. 915.

In re Southern Steel Company (D. C.) 169 F.

702."

It is claimed in appellant's brief, page 19, that the

alleged directors held certain meetings and conducted

certain of the affairs of the Association; that they

conferred with Mr. Dundas, one of the liquidators;

that they were the directors to whom the Director of

Efficiency of the State of Washington referred a com-

munication requiring the affairs of the Association to

be put in a sound condition; that they appealed to the

Supreme Court of the State of Washington from the

decree of dissolution of the Association and the order

appointing a receiver, and that they were removed

from any alleged or claimed office by the Director of

Efficiency of the State of Washington. Apparently,

by these statements, appellant is attempting to create

an estoppel against the appellees. It must be remem-

bered that the appellees are stockholders of the Asso-

ciation and at no time recognized the claimed Board

of Directors of the Association and that if there should
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be any estoppel by the facts set forth in appellant's

brief, it would not estop these appellants, who are

strangers to all such proceedings, except insofar as

they were stockholders of the Association, and who

took no part in the appointment of the claimed Board.

There is no mention in the record of any recognition

by the appellees of the claimed board.

Under the laws of the State of Washington, with

the exception of one, the six persons claiming to act

as directors of the Association were not qualified and

their election was a nullity. At all times subsequent

to their claimed election they did not have possession

of the assets of the Association. Even recognition

of an unqualified Board of Directors or a Board elect-

ed at a void meeting could not create such a Board

de facto directors.

Thompson on Corporations (3d Ed.) Sec. 1221

states

:

"A person cannot be legally chosen a director

of a corporation after he has transferred his

stock, where the ownership of stock is a neces-

sary qualification. Where directors, with the

consent of the stockholders, sold the entire prop-

erty of a corporation and delivered it to the

purchaser, who took possession, they were held

thereafter to be neither de jure nor de facto

directors and had no power to bind the corpora-

tion"
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In the same Section, on page 650, the learned

author stated:

"Votes cast for a person not eligible to the

office cannot elect him and make him even a de

facto director, and he may be ousted by legal

proceedings.''

Shareholders In a Washington Savings and Loan
Association Are Not Creditors.

The shareholders in a Washington Savings and

Loan Association are the same as the shareholders of

any corporation. This is determined by the statutes

under which the association is incorporated. They

must bear, pro rata, their portion of losses (Sec.

3721). They shall receive ratable distribution of divi-

dends (Sup. 3722). Their interests, by Sec. 3727, are

represented by shares of stock. The withdrawing

shareholder shall be paid the withdrawal value of his

shares, together ivith all the dues paid thereon, as

shown by the last prior distribution of profits; and

withdrawals are to be paid upon ratable and propor-

tioned basis (Sec. 3731).

By the by-laws of the association the shareholders

control its management and elect their directors

(T. R. 42-43). The universal holding is that the

shareholders in such an association are shareholders

and not creditors.

hi re Puget Sound Savings & Loan, 49 Fed.

2nd, 922 (D. C. Wash.)
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In Curtis v. Dade Security Co., 30 Fed. 2nd 325

(C. C. A. 5th), the circuit of appeals for the 5th

circuit had the question directly before it, which in-

volved a Florida statute similar to the one in Wash-

ington, and that court held that shareholders were

not creditors.

To further illustrate the position of the share-

holder not being that of a creditor; the courts gen-

erally hold that a shareholder in a savings and loan

association cannot set-off his share therein against

the amount borrowed from the Association.

In the very recent case of Prudential Building &
Loan Association v. Shaw (Tex.), 26 S. W. 2d 168,

at page 172 it is stated:

"The general rule is that a borrowing share-

holder occupies a dual relationship to the asso-

ciation. 'He is a stockholder. He is a member

of, and, in theory at least, participates in the

management of the corporation. In that capacity

he shares in the expenses of the business, the

losses and profit just as would a stockholder of

any other corporation.' This is the rule of law

generally known as the Tennsylvania Rule.' This

rule is approved by the almost overwhelming

weight of authority." Citing a long list of cases.

See 9 Corpus Juris, page 993.

In Guardian Building & Loan Association, 53 Fed.

2nd 412 (D. C. Oregon) a state receiver was ap-
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pointed of the assets of the association. The as-

sociation then attempted to get into the federal court

by involuntary petition, and its board of directors

filed an answer confessing the allegations in the pe-

tition and asking an adjudication in bankruptcy.

The state court receiver had taken possession of all

of its assets. The state corporation commissioner, by

leave of the federal court, intervened in the bank-

ruptcy proceedings, objecting to the adjudication.

The federal court considered the status of the share-

holders under the Oregon statute (in many respects

similar to Washington's) not that of creditors, and

concluded that the shareholder was what it purported

to be and not a creditor.

The district court of the southern district of Cali-

fornia, in the case of In re Guaranty Building & Loan

Association, 49 Fed. 2nd 776, has likewise decided

that shareholders are not creditors.

The district court of the southern district of Cali-

fornia, In re Western States Building & Loan As-

sociation, 50 Fed. 2nd, 632, held, under the allegations

of the petition and the California law, that certain

shareholders were qualified as creditors. In that case,

the petitioners alleged that an account stated had been

rendered by the association, to the petitioners in a

stated sum that was agreed to be "due, owing and

payable from the alleged bankrupt to the petitioners

herein," were creditors. The law of California is not

similar to the law of Washington, as the shareholder
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has the right, as pointed out by Judge James in that

decision, to demand repayment of his savings and

profits "at any time when he sJiall desire the same.''

That court said

:

"It will be noted that the contractual relation-

ship established does make the association the

debtor of its shareholders, for the latter is en-

titled to receive back his money, and can not be

compelled to remain a shareholder against his

will."

The same distinction was pointed out by Judge

Neterer In re Pnget Sound Sav. & Loan Assn., supra.

The order of the State Court dissolving the cor-

poration as being in an unsafe and unsound condition

prevented a voluntary petition in bankruptcy. The

case of International Shoe Co. v. Pinkus, 279 U. S.

832, relied upon by appellant Brief 22) holds nothing

more than that which we concede; namely, that state

insolvency laws are superseded by the federal bank-

ruptcy act; and in Watts v. Sachs, 190 U. S. 1, the

dissolution was because of insolvency. Where pro-

ceedings are brought in bankruptcy court, an in-

solvent cannot plead its dissolution, but Justice Fuller

in that case said at page 31

:

"It would therefore appear that if a solvent

corporation were being wound up or had been

dissolved, the federal court would not have juris-

diction in bankruptcy.''
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This, in effect, is the holding of cases cited on page

21 of appellant's brief, but the instant case presents

the situation in the quotation from Justice Fuller.

The last case cited by appellant, In Re Hardagine-

McKittrick Dry Goods Co., 239 Fed. 155, the Dis-

trict Court held that the insolvency of a voluntary-

bankrupt is an indispensable prerequisite to the ex-

ercise by the bankruptcy court of jurisdiction over

the property of the bankrupt in possession of a re-

ceiver of the state court. That case was reversed

(244 Fed. 719 CCA. 8) on other grounds, allowing

stockholders to intervene to oppose the adjudication

where fraud had been attempted by the directors.

The question presented in the case at bar is whether

the corporation, having been dissolved, not on the

ground of insolvency, can petition in bankruptcy.

The distinction is pointed out in Vassar Foundry Co.

V. Whiting Corp., 2 Fed. (2) 240 (CCA. 6). In

that case the Vassar Company had been dissolved

under the Michigan statute. The allegation on the

dissolution proceedings was that:

"It is unable to meet all of its obligations

when due although it is perfectly solvent in the

sense that the value of the assets far exceeds its

liabilities.
'^

The showing was of assets of more than $150,000

and liabilities of about $100,000. A receiver was ap-

pointed and proceeded to liquidation. The Vassar

Company then sought voluntary bankruptcy. The
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court held that the Michigan statute was not in con-

flict with the bankruptcy act and refused to assume

jurisdiction.

To the same effect is In Re Standard Cordage Co.,

184 Fed. 156 (D. C. N. Y.)

Solvency or Insolvency of Voluntary Bankrupt.

Appellant says, page 56, that this is immaterial.

This may be true when one seeks without objection

the benefits of the bankruptcy act. If a solvent per-

son desires to go through bankruptcy, no one can be

harmed : his creditors are paid in full and, naturally,

he obtains the surplus, whether the applicant is a

natural person or a corporation; but the situation is

different where the question is one of conflict between

state and federal jurisdiction; and what has already

been said we think disposes of this question; that is,

there must be insolvency in order to divest the state

court of jurisdiction which it has already rightfully

acquired under statute.

Under the Building and Loan Act of Washing-

ton THE Directors Cannot Authorize the

Filing of a Voluntary Petition.

Assuming without conceding that the alleged direc-

tors were rightfully acting for the association, it is

submitted that they could not pass a resolution which

would authorize the filing of a voluntary petition by

a building and loan association under the laws of

Washington. Your Honors have held that the direc-

tors of a general Washington corporation have such

authority. Rudebeck v. Sanderson, 227 Fed. 575.
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The instant case is a different one. The only method

provided for the dissolution of a building and loan

association under the laws of the state is that found

in Section 3742. This provides that dissolution must

be initiated by the stockholders. Oregon has a similar

act except that it applies to commercial corporations

and provides for the dissolution of such a corpora-

tion by vote of stockholders. In re Quartz Gold Min-

ing Co., 157 Fed. 243. In that case Judge Wolverton

held that the Board of Directors of such a corpora-

tion was without power to pass a resolution stating

its inability to pay its debts and willingness to be

adjudged a bankrupt. Judge Wolverton said:

**It is not an ordinary power pertaining to the

Board to dissolve the corporation or to wind out

its business; and the Legislature of the state has

declared that the stockholders may do these acts

so that under the statute the directors are with-

out any power whatsoever in the premises. If

they cannot authorize dissolution and winding

out of the business of the corporation, it would

seem to logically follow that they could not in

behalf of and as the act of the corporation, com-

mit an act of bankruptcy, which entails an entire

disposition of the assets of the concern and a full

settlement of all of its past business transactions,

unless by some authority of the stockholders,

through appropriate by-laws or specific resolu-

tions empowered them so to act."

Your Honors affirmed this Oregon decision under

the name of Van Emon v. Veal, 158 Fed. 1022. It
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thus becomes unnecessary to discuss rulings pro and

con as to the general authority of directors to file

a voluntaiy petition. We have a specific statute

in Washington relating to building and loan associa-

tions. It provides that only the stockholders may
initiate the winding up proceedings. This is an

efficacious rule. The state has safeguarded these

building and loan associations v^ith restrictions for

the benefit of the shareholders. If any such mon-

strous doctrine should be enunciated that the direc-

tors by virtue of their office had the authority to

resolve a solvent building and loan association into

bankruptcy, the effect would be disastrous. Scheming

directors might for their own ends and financial

advantage, wreck the association to the detriment of

the many shareholders. Both the state by law and

the association by its by-laws vested the ultimate

welfare and organization of this association in its

shareholders. As Your Honors said in the Rndeheck

case:

**The rule that the power to authorize a filing

of a petition in bankruptcy is vested in the board

of trustees or directors, in the absence of statute

or by-law regulating the subject, is fully sup-

ported by the authorities."

The Oregon case and the instant case fall within and

are examples of this particular rule, for here as well

as in Oregon we have a particular statute regulating

the subject as to building and loan associations.



64

SUMMARY
First: There being no directors of the Association

at the time this appeal was taken, the corporation

having been dissolved, and the alleged directors hav-

ing been removed, the appeal is unauthorized.

Second: The State Court having lawfully acquired

jurisdiction of the unsound and unsafe Association

and having taken possession of all of its assets

through a receiver, this Court, under the Federal

Bankruptcy Act, is without jurisdiction to consider

any petition in bankruptcy involving the Association

or its assets.

Third: The Association is not insolvent, as the

shareholders are not creditors. And insolvency is a

prerequisite to bankruptcy when the State Court has

assumed jurisdiction.

Fourth: The alleged directors were not qualified,

as such, to authorize the filing of a voluntary petition

in bankruptcy.

Fifth: Washington statutes regulating the disso-

lution of savings and loan associations deprive direc-

tors of authority to file a voluntary petition.

Respectfully submitted,

Bausman, Oldham, Walkinshaw & Jarvis,
R- P. Oldham
David H. Jarvis

Attorneys for Appellees,


